Macroeconomic overview
Understanding the economic development and constraints of Bulgaria provides important background to the discussion of the forms and characteristics of undeclared work, and the country's available policy options for tackling the phenomena. In 2007, Bulgaria joined the European Union. While preparing for membership, the country successfully implemented many reforms, leading to a better business environment and more investments. Advances were made in comparison to the chaotic transition in the 1990s. However, since EU accession, progress has deteriorated due to inefficient implementation of reforms and the global recession. These developments are illustrated in the decrease in business trust in formal institutions ( Figure 2 ). Weak law enforcement and corruption remain obstacles to doing business in Bulgaria. Despite these problems in formal institutions, the competitiveness of the economy has improved in 2016 after climbing 5 places in the IMD World Competitiveness Yearbook.
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GDP growth has accelerated and outstrips the EU average. (Figure 1 ) 6 In Q3 2016, Bulgaria registered the highest growth among EU members (0.9%). In 2016, private consumption and strong exports were the 5 CSD, The hidden economy in Bulgaria: 2015 Center for the Study of Democracy 6 The data for 2017 is a projection and taken from European Commission's 2017 Country Report.
main drivers of growth. 7 However, in 2017 net exports are expected to deteriorate because of increasing demand for imports. Despite an expected increase in investments due to the pick-up of the new programming period for EU funds, potential growth will remain subdued due to the slow implementation of EU funds and related policy reforms, and surging oil prices.
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The Bulgarian labour market continues to have structural weaknesses, in spite of a quickly subsiding unemployment. In 2016, the rate of unemployment (7.6%) has fallen below the EU average (8.6%). However, there is a high inactivity level and higher than the EU average long-term unemployment ( Figure  3 ), as well as high youth unemployment, all of which indicate potential for high levels of undeclared work. There is also a notable decrease in both labour supply and its quality 9 , evident in the large share of underachievers in the PISA tests. While 20% 7 European Commission, Country Report Bulgaria 2017 , 28 Feb 2017 https://ec.europa.eu/info/sites/info/files/2017-european-semester-country-report-bulgaria-en_3.pdf 8 Ibid. 9 Ibid. of labour market entrants are Roma, 10 many of them are not well educated and lack the necessary skills. Labour market policies should strive to integrate Roma people more actively.
On a more positive note, government debt and deficits are expected to decline further, which will provide the resources necessary for tackling undeclared work in a more comprehensive manner ( Figure 4 ). While higher public wages will increase expenditures in 2017, revenues will improve due to a better economic perspective. Debt is also expected to decrease further, because of cash buffers and improved debt financing conditions. However, the payment of the debts of stateowned enterprises, which operate on a loss, is not considered in the general government debt, but might affect the fiscal stability, in particular in the energy sector. Due to its magnitude, the most effective policies should be used. The use of repressive measures has been prioritized in the past two decades but as visible from data, their effect has been marginal since the country joined the EU, indicating the need for applying a wider range of policy approaches. 13 The government needs to consider the other three types of policies used to tackle undeclared work:  Preventative policies seek to reduce noncompliance before it has occurred.  Curative polices strive to support firms and people, who work on an undeclared basis, to formalize their activities.  Commitment policies seek to increase citizens' tax morale and foster their voluntary compliance. Given the need to revisit the traditional approaches not only in terms of available policies but also in terms of understanding the underlying issues, policy makers need to also seriously challenge the validity of the rational actor approach and instead employ the more modern and European-based social actor approach. This view suggests that people engage in undeclared work because of the 'normalisation' of undeclared work in society and the non-alignment between formal and informal institutions. The policies based on this approach aim at increasing citizens' trust in formal institutions and challenging the normalization of undeclared work. In particular, these are mostly commitment policies such as education campaigns about the value of taxation and active anticorruption campaigns. In comparison to the rational actor approach, this perspective is 13 See GREY Project working papers available at: http://www.grey-project.group.shef.ac.uk/publications/ In particular Dzhekova, R., and Williams, C., 2014 The social actor approach has two pillars in building trust in society and the economy:  Horizontal trust is the idea that people are more likely to engage in the undeclared economy when they perceive that a larger share of the population does so.  Vertical trust is the idea that people do undeclared work when they have low tax morale, i.e. perceive that there is a big gap between formal and informal institutions. 15 The lower their perception about formal institutions' accountability, the lower their tax morale and the higher their vulnerability to undeclared work.
Policy Context

Undeclared work
Bulgarians see undeclared work as deeply ingrained in their society. According to GREY data, nearly one in five citizens has purchased a good on undeclared basis. Moreover, nearly one in ten does some undeclared work, and one in seven employed receives an envelope wage, which is on average 30% of their net income.
The social acceptability roots of undeclared work are attributed primarily to the transition from a centrally planned to market economy in Bulgaria and in Southeastern Europe. ) On the demand side, the most common activities are the purchase of domestic food (41%) and of other products such as goods associated with one's hobby (26%) and also home (33%) and car (27%) repairs. On the supply side, car repairs and the sale of domestic products occur less often but remain quite common, whereas cleaning (11%) and gardening (11%) are also important activities in which people do not declare their income. Exploring these activities is vital, because it presents the sectors, on which policies should be focused. Undeclared work is unequally spread around different regions in Bulgaria. (Figure 7 18 The reason why the share of demand side is bigger is that just 9% do undeclared work (supply side), whereas 23% purchase undeclared goods (demand side) People in the Northcentral and Northwest seem to be more engaged in undeclared work. Those are the less developed parts in Bulgaria and, according to Eurostat, are the least developed two regions in the whole EU. The long-term unemployment as part of total unemployment in the Northwest was the fourth highest in the EU (76.5%). In the North central, it is 66.2%. There is also high demand for undeclared goods in the Southcentral region. However, as undeclared work has been shown to be driven not only exclusion but also self-motivation, policy responses should be well calibrated in the different regions.
Demand side
The rational choice approach cannot explain fully why people purchase goods on an undeclared basis. (Figure 8 ) 19 Only one in two purchases on undeclared basis were because of a lower price (51% . This means that the lack of vertical trust (in the institutions of authority) is a stronger rationale for purchasing undeclared products (57%) than the lower price. While the social actor approach cannot explain the demand side entirely, it should at the very least supplement the traditional rational approach.
The lack of horizontal trust seems also to be associated with purchases on an undeclared basis in Bulgaria. Bulgarians might be spending just 118 EUR on undeclared goods and services annually, but in comparison to the average income (just above 500 EUR in 2017) the percentage is much higher than the EU average in relative terms. 21 Moreover, it is much more widespread in Bulgaria than in the EU to purchase undeclared goods from strangers. (Figure 9 ) Given that Bulgarians have such illegal dealings with strangers, it must be socially acceptable to engage in such practices. 20 Ibid. 21 
Supply side
GREY research has demonstrated that workers on the supply side of undeclared work can be generally divided into three types:
22  "Lower-tier" exclusion-driven workers: this group exits the formal economy involuntarily and less affluent.  "Upper-tier" exit-driven workers: this group does undeclared work voluntarily, mostly driven by the lack of vertical and horizontal trust.  Mixed exclusion and exit driven workers who form the continuum between the above two groups. For every exclusion-driven worker in Bulgaria, there are 4.8 exit-driven. Thus, many more workers exited because they considered it acceptable to do undeclared work. The existence of two tiers is confirmed in Table  1. 23 Undeclared work is found among the poorest one fifth (17%) and the richest fifth (20%). Given the results, the social actor approach and commitment measures should at the very least supplement the rational actor approach and repressive measures in Bulgaria in any future government approach.
Envelope wages
Detecting employees whose salary is underdeclared is harder than tracking people engaged in fully undeclared work (i.e. without contracts), because most envelope wages are agreed verbally. During the transition period, it was common in many sectors for workers to be officially paid the minimum wage, but to receive also an envelope wage. Afterwards, the introduction of new labour legislation during the early 00s and before EU accession deterred successfully this practice. Currently, some one in seven employees declares that they receive an envelope wage. 26 Such practices are most common in sectors such as agriculture, construction and hospitality Contrary to popular belief, it is not always the employer who coerces the employees to under-report the wage. (Table 4) In nearly one third of cases, the employee (31.4%) has an active role. When fighting undeclared work, policymakers should consider also workers' incentives. Simply raising sanctions to stop employers from offering envelope wages will not suffice. Table 4 also illustrates the lack of horizontal trust, as some employees do not see a problem with such illegal practices, although they are the ones ultimately being hurt.
26 Williams, Colin and Yang, Junhong (2017b) Repressive measures do not seem to be effective at fighting envelope wages (Table  6 ). While people who consider the detection risk as 'fairly small' (16%) are less likely to receive envelope wages than people who consider it as 'very small' (12%), the association do not hold for people who consider the risk as 'fairly/very high' (21%) as this group is more likely than the other two to engage in this illegal practice. Improving the surveillance system will not deter Bulgarians from taking envelope wages. Similarly, increasing sanctions also does not have a positive effect on envelope wages.
27 Table 6 . The relation between detection risk and envelope wages. Source: Ibid Tax morale is found to be associated with envelope wages (Figure 11 ). Increasing the tax morale of Bulgarians leads to a smaller likelihood of receiving such wages. Policymakers should consider these findings seriously and implement more comprehensive measures rather than simply focusing on 27 Ibid. detection and punishment. While it seems reasonable to continue with repressive measures, they should not be the main focus of public policy. 
Policy recommendations
Vertical trust
On a macro level, Bulgarian policy makers need to tackle urgently high-level corruption and strengthen the rule of law to restore trust in public institutions. There seems to be two important policy elements to this. Firstly, Bulgaria needs to revamp its anti-corruption policy, which has been essentially defunct for the past five years. The currently debated 30 For a details on these organization, see chapter 6 of Dzhekova, Rosistsa and Williams, Collin, Tackling the Undeclared Economy in Bulgaria, Sheffield University Management School, 2014 GREY Working Paper No.1, Available at: http://www.greyproject.group.shef.ac.uk/wp-content/uploads/2014/04/ Tackling-the-Undeclared-Economy-in-Bulgaria-April-2014.pdf centralisation of anti-corruption efforts would require a lot of political will to implement in particular in guaranteeing the operational strength and independence of any newly created anticorruption agency from the interests of the incumbent political elite. Secondly, the long-awaited judicial reform does not seem to deliver the expected results. It will not only ensure the transparency of formal institutions, but restore trust in the political elite. The persecution of corrupt officials should be managed more effectively. They should become aware that there are costs to taking bribes and be deterred from such practices. A sense of accountability will be restored in citizens. More importantly this will restore credibility in the repressive functions of policy, which currently seems not to be the case. Improving trust overall would have highly beneficial effects on reducing undeclared work. Before implementing a policy, surveys and impact research should be conducted to find out how Bulgarians are actually affected by a certain decision. In this way, vertical trust will be restored as people will see that their opinions actually matter to policymakers. On a micro level, public servants should try to treat citizens more fairly. In particular, the tax office tends to be very intolerant of people who have made mistakes while filing their reports. If this attitude is abandoned, people will restore their trust in formal institutions and also evade fewer taxes. The procedures for citizens' formalizing their undeclared activities should be made easier. Bulgarians in such situations should be provided with more support and be actively encouraged to do so. The Bulgarian authorities should be well aware that most of the people have gone informal on their own initiative but should not forget that still more than one in ten have been pushed out, which means measures should be carefully calibrated not to victimize already excluded people.
Horizontal trust
Bulgarians should be educated about the benefits of paying their contributions. They should be aware how their money is spent on public goods such as infrastructure or schools, and should be convinced that every year in and out their taxes buy better quality. This could be achieved via sending letters to people directly on what has been done with their taxes, or designing billboards about the infrastructure built with public money, or introducing a specific subject in the school curriculum. Bulgarians should be educated about the costs of not paying their contributions.
Citizens should be aware about dependence on the state for old-age or disability pensions, which is funded by their contributions. The widespread use of personal connections should be deterred. In that way, citizens' sense of meritocracy would be restored. It is a remnant of the past, which persists, noting the slow pace of reform of the Bulgarian economy. While certain institutions like the tax authorities seem to have realized some of these recommendations, and with EU help have started implementing some of them, a lot more needs to be done for Bulgaria to overcome the detrimental effect of low trust in public institutions.
